The pa per is con cerned with pen sion re form in the Czech Re pub lic and abroad. It ar gues against two opin ions: on the one hand, it is not nec es sary to do any thing, and on the other hand, that a man da tory funded sys tem should be im ple mented. Both ap proaches are false be cause of cre at ing over whelm ing ex plicit debts. The au thor rec om mends an evo lu tion ary ap proach based on de creas ing PAYG in com bi na tion with voluntary savings.
sion to im ple ment the PAYG sys tem was not bad af ter World War II, even if the cur rent pop u la tion trend could have been predicted.
For some time now, the so lu tion to the pen sion sys tem cri sis re sult ing from un fa vour able de mo graphic trends has been sought by gov ern ments in sav ings, es pe cially in mak ing the el i gi bil ity for pen sions more strin gent and some times even in de creas ing the pen sion ben efits (Klimentová, 1998) . How ever, the im ple men ta tion of these mea sures is po lit i cally and so cially sen si tive. In spite of that, it seems that cos metic changes to the ex ist ing sys tem in a num ber of coun tries are not suf fi cient. It is true that such changes will slow down the growth of pen sion ex penses but they need not represent a viable solution in the long run.
The de bate about the pen sion re form is a clas si cal ex am ple of how eco nomic the ory of pol i tics works (Bu chanan, 1983) . Po lit i cal par ties com pete in pre sent ing pro pos als for a change of the cur rent sys tem, which is gen er ally re garded as un sat is fac tory. However, when it co mes to crunch time and de tails should be ne go ti ated, it usu ally be comes ap par ent that the dif fer ences be tween po lit i cal par ties are too great to make it possible to reach a meaningful consensus.
Brown ing (1975) showed that in the model of gov ern ment-ad min is trated pen sion insur ance, the dis bursed pen sions are not so cially ef fec tive but that they are the re sult of the elec tion pro cess where the older gen er a tion out votes the young gen er a tion. If a refer en dum on in tro duc tion of man da tory pen sion in sur ance were held, the older gen er ation would prob a bly opt for in tro duc tion of the pay-as-you-go sys tem, even with out what is known as "Aaron's condition" being met.
How ever, these pres sures within po lit i cal sys tems tend to re sult in mi nor, cos metic changes to the ex ist ing sys tem. Nat u rally, var i ous po lit i cal opin ions are re flected in the de sign of the pen sion re form in clud ing the ques tion of how much a state should in tervene in the lives of cit i zens. In spite of that, it is not pos si ble to ne glect the purely economic laws ac cord ing to which the pen sion system works (Holman, 2002) .
The pen sion sys tem is not sus pended in mid-air; it is based on a num ber of wider social fac tors -the na tional tra di tion and his tor i cal de vel op ment, ex pe ri ence and at ti tudes of the liv ing gen er a tions, the eco nomic stan dard and in ter na tional con text in clud ing the rat i fied in ter na tional trea ties and the Czech Re pub lic's mem ber ship of the EU. Con sequently, its re form should also take into ac count the so cial context and should have a political support.
Re gret ta bly, there are in di ca tions that the pop u la tion's po lit i cal pref er ences concern ing the type of pen sion sys tem will not change very much in the near fu ture. On the one hand, the pop u la tion trend brings the pay-as-you-go sys tem to the brink of an abyss so al ter na tive ways of pro vid ing fi nan cial se cu rity at an old age are searched for. On the other hand, the higher por tion of older per sons in the pop u la tion moves the age of the "me dian voter" to wards the in ter ests of vot ers in post-pro duc tive age, which pre vents the im ple men ta tion of a radical reform of the pension system.
The pur pose of this pa per is to of fer a model of a pen sion sys tem re form, which rejects two ex tremes: on the one hand, the idea that "noth ing" needs to be done; and on the other hand, the idea that too much needs to be done (man da tory funds). Even though the de fend ers of Bis marck's sys tem as well as the sup port ers of the new pen sion or tho doxy stand in po lit i cal op po si tion to each other, they have one thing in com mon: they in tend to solve the pen sion prob lem by means of in debt ed ness. The re sult of both above-mentioned ap proaches is a huge transitive debt.
Choice between the PAYG and Funded Systems
The choice between the PAYG and funded systems is not a simple issue. In this part, we will analyse the standard Aaron's rule for implementation of either the PAYG system or the funded system. We will analyse the mechanism of the PAYG system and we will take a look at the strengths and weaknesses of the PAYG and funded systems. We will also mention the discussed impact of the two pension systems on savings.
Aaron's Rule
The starting point for the discussion about the choice of the pension system is what is known as the "Aaron's rule" (Aaron 1966) :
where r is the rate of return on the private pension funds in the capital market on the right side of the inequation and where, on the left side, there is the rate of return in the PAYG system, which is determined by the population growth (m) and the average wage growth rate (g).
If the rate of return on the private pension funds is higher than the population growth and the average wage growth rate, then the fund-based system should be more advantageous. If, on the contrary, the population growth (the Samuelson's "biological rate of return") and the average wage (from which the pension insurance is paid) grows faster than the rate of return on the private funds, then the PAYG system for financing pensions is more advantageous.
The real rates of return on the private pension funds vary around the world. The example of Chile, where annual rates of return exceeded 12% in 1980s is rather an exception. The estimates based on macroeconomic data and the known distribution of assets in the portfolios of Swiss pension funds show that the average annual rate of return reached 1.5% in 1970s and 1980s (Vittas, 1998) . Thus, the real rate of return lagged behind by the real growth of wages by 1.7%.
Also, the system of pension savings in Singapore was achieving relatively low rates of return in the period from 1960s to 1990s -around 2% per annum. With regard to the fact that the growth of real wages was exceeding 4%, it seems that the real interest rate did not guarantee a very high rate of return on the investment into pension funds. In Malaysia, the annual rate of return amounted to 1%. Therefore, the rate of return on the portfolio of American shares and bonds, which was generating 5.5% in the years 1926-1992, needs to be taken with a pinch of salt.
In addition to that, it applies that if funds are mandatory, the government must strongly regulate the pension fund sector in order to guarantee the minimum pensions from these funds. High level of regulation and investments into safe instruments (most often into governmental bonds) do not result in very high rates of return. One of the drawbacks of the funded system is the limited possibility to convert the savings into some other form of savings without penalisation before reaching the age of retirement (see Slavík 2006) .
Even if the Aaron's condition were met, this still does not give complete and final answer to the question regarding the efficiency of the method of financing pensions or, speaking more precisely, to the question of whether and under what circumstances the inter-generation Pareto-efficient allocation of consumption is achieved better by this or that method. Aaron assumed exogenous wages and interest rate, so the result rather tends to be true for a small open economy.
What is more serious is that the possibility of achieving a Pareto improvement does not take into account the mixed systems (consisting partly of PAYG system and partly of funds) or the changing level of pension contributions. Aaron's analysis was focused on examining the steady states but did not take into account the transaction costs of the entire transition and the distribution conflicts between generations. The pension systems are no longer based on single pillars because people draw pension benefits from various sources.
As Breyer (1992) correctly argues, during a transition from the PAYG system to the funded system based on private savings, it is generally impossible to compensate the first generation of pensioners for the loss, which they suffer as a result of abandoning the PAYG system, without some other generation being worse off. The choice between the various systems for financing pensions cannot be made only according to the efficiency criterion but it is also necessary to take into account the distribution among generations.
The analytical finding that if there is an unfavourable demographic trend, there is no kind of "painless" pension reform, which would result in all groups being better off, is extraordinarily significant. For example, Zboøil and Kubalèík (2000) promise that the young and middle-aged generations can be better off, without the older generation being worse off, if a suitable reform is implemented. This is misleading. The conflict between generations cannot be eliminated by any kind of a brilliant pension reform.
The Workings of the Pay-As-You-Go System
The balance of the pay-as-you-go system is determined by the following equation:
where s is the contribution rate; w is the average wage; N is the number of working people; p is the average pension and D is the number of pensioners. A pay-as-you-go system can always be balanced by a combination of these parameters. If there is an unfavourable demographic trend, it is possible to decrease the average pension/wage ratio, to increase the pension insurance rate or to decrease the number of pensioners -for example, by increasing the age of retirement.
PAYG is based on solidarity or on equivalence. If it is a PAYG defined benefits system, it is based on solidarity. If it is a defined contribution system, it is based on equivalence. The entitlement to pension is then based on the participation in the pension insurance, the amount of earnings and the number of years spent at work, with the insurance premium being paid from the earnings up to an earnings limit. Sometimes, a pension system is a combination of these approaches.
In spite of the fact that the PAYG systems are constructed with the purpose of ensuring social solidarity of the richer ones with the poorer ones, redistribution among generations from the rich to the poor is not so strong, if any, because there is a positive correlation between the amount of earnings made in the entire life and the life span of an individual (Mitchell -Zeldes, 1996) . Thus, their effect can even be regressive instead of being progressive.
Both the PAYG systems and funded systems are sensitive to various types of risks. The PAYG systems are more sensitive to the demographic trend because sooner or later, they are modified to reduce the deficits of the pension systems. The funded systems are more susceptible to the risk of the capital market: various pension funds achieve various rates of return; some may even go bankrupt and the government will probably play the role of the lender of last resort.
One cannot completely agree with the opinion of Bezdìk (2000) that the PAYG system is more susceptible to a political risk than the funded systems. The government or parliament can quickly change the conditions for pension insurance or savings scheme. It cannot be ruled out that after transition to a funded system, a future left-wing government, who will rise to power, will challenge the privatisation of the pension system and will impose a new tax on the middle-aged generation. Rutarová and Slavík (2005) argue that the growing amount of such accumulated savings and the limited ability of the owners to dispose of them will motivate the state to decide to tax these resources one day (similarly like it has already happened with the goods with low elasticity of demand -indirect taxes on alcohol, petrol and tobacco products). The possibility of an individual to avoid such a tax will probably be very limited.
The inclination to the PAYG system or the funded system is linked to historical experience. In the United States, where they have enforceable laws and where capital markets work, the fact that the population favour fund-based financing can be more natural. In Central Europe, which has its own direct experience with war, monetary reforms or changes of political regimes, the higher trust in the PAYG system might not be quite incomprehensible.
One can agree with Vittas (1998) that there is no miraculous pension system. Whether it is a funded system or a PAYG system, a private system or a public one, a defined-contribution system or a defined-benefit system -none of them is able to avoid the problems of free riding, moral hazard and transaction costs. These problems affect all types of contracts and they are especially grave in the case of the pension contracts covering 60 and more years.
Impact of the Two Systems on Savings
The increasing age of population has its macroeconomic consequences -the level of savings, the capital reserves and growth decrease and the labour market is influenced negatively. These negative consequences occur both in the PAYG system and in the funded system. One can agree with Holman (2002) that the economic burden resulting from demographic ageing is largely independent of the form of the pension system.
Although stimulation of savings should be the advantage of the funded system, the reality can be less favourable. Most defenders of the funded system stress that this system has considerably increased the level of savings, for example, in Chile (Schmidt-Hebbel 1998). However, this is not quite clear because the increase of private savings in pension funds is offset by the decrease of other voluntary private savings.
The impact of the social security insurance on savings is debatable. Feldstein (1974) argued that the social security insurance weakens private savings and has a negative impact on economic growth. On the contrary, he claims that the funded system contributes to increasing the level of savings and thus accelerates the economic growth. According to Feldstein, depositing savings in funds should be mandatory because some people are not responsible enough and will not save for their pensions and will then have to rely on the welfare services.
On the contrary, Barro (1978) presented a hypothesis that in a dynastic model of family with inter-generation transfers, the effect of social security insurance on savings will be neutral. The optimising players will compensate the government policy. In the future, the governmental debt will be redeemed by higher taxes. The mandatory governmental pension system does not create any new social "wealth"; it only displaces voluntary private savings.
Barro tends to be right in writing that the privatisation of a governmental pension system -if it is financed by an increase of the governmental debt -does not, as such, have any effect on national savings: the increase of private savings (in the mandatory pension funds) is fully offset by the decrease in public savings. The national savings could increase only if the reform were at least partly financed by governmental financial consolidation.
If the pension system reform increases the national savings, this is not caused by a change in the financing method (the PAYG system versus the funded system) but by the implemented budget consolidation. Although funds replace the previous mandatory PAYG system, people perceive mandatory pension funds as a substitute for voluntary savings. Therefore, the impact of introduction of a funded system on the savings may not be positive.
Transition Costs
In a number of developed countries, the governmental pension expenses hover between 10 and 15% of GDP. Since the transition costs are not zero, it is not quite easy to use the Aaron's rule for choosing between the PAYG system and the funded system. The opinion of Bulíø (1998) that the funded system will "pay off" over the period of one generation and that, in addition to that, the development of the financial and capital market will bring positive externalities stimulating savings is too optimistic.
The supporters of the transition to the funded system -for example, Kreidl (1998) or Schneider (1998) in the Czech Republic -underrate the transition costs, which arise in connection with a radical pension reform. Among the members of the young generation, who would enter the new system, and the generation of the older people, who would still remain in the PAYG system, there is what is referred to as the "lost generation", who would pay twice: for their own pensions and for the pensions of their parents.
The authors suggest solving the burden on this "lost generation" by issuing bonds referred to as recognition bonds that would finance the entire reform. However, there is the problem of who and when would repay this debt. According to the Ricardo-Barro equivalence theorem (Barro, 1974) , the governmental debts will be -sooner or laterredeemed by higher taxes. Therefore the belief that the "lost generation" could increase their wealth during their life cycle is illusionary.
Let us assume that the costs of the transition will be financed by the issue of recognition bonds in the amount of D, they will increase the existing governmental debt. The resources, which the government will borrow to finance the transition, will be invested and transformed into savings in private pension funds. At the moment of the implementation of the pension "reform", the newly accumulated capital is thus precisely equal to the newly arisen debt D:
If an interest rate is applied, then after n years, the debt would grow to D (1+i) n , while the value of the savings would increase to S(1+i) n . If the interest rate on bonds were equal to the annual rate of increase in the value of the assets in the private pension funds, the following would still be true:
Therefore the idea that the issue of recognition bonds could increase the overall wealth is illusionary. The objection can be raised that the interest rate on the governmental debts i may not be equal to the annual increase of the value of the assets in the pension funds j. Optimists would say that j will be higher than i, i.e. that the annual increase of the value of the assets in the funds will be higher than the interest rate on the debt. In fact, such an assumption may not be true.
The vast amount of free capital, which is accumulated in pension funds, can decrease the interest rate (see Kubíèek, 2004 ). An increase of the governmental deficits above an acceptable level would disconcert the financial markets, which would demand higher yield for investing into the recognition bonds. Even though it is not clear in advance, which of these situations will occur, it is quite well possible that the average interest rate on the debt and the annual increase of value will offset each other.
One can agree with Vostatek (1998) that the funded system reminds a little of perpetuum mobile. If we have capital, we can have return on the capital. However, in order to obtain it, we must first accumulate savings. Therefore either we can maintain relative pensions in the future and then we have to save more (and consume less) today or we will consume today to the same extent as the previous generations and then we have to put up with lower pensions.
Therefore the statement of Kreidl (1998) that a system with a higher weight of fund financing could bring higher pensions with the same levies is not credible. This statement is only based on the static comparison of the pensions from accumulated pensions with the pensions from the PAYG system and it completely ignores that people will have to pay for the recognition bonds by suffering higher taxes (which would reduce the common consumption) or higher inflation (which will reduce the value of savings).
The calculations of the implicit debt and its comparison with the explicit debt are rather misleading. Firstly, it is necessary to realise that the implicit debt is a fictitious one, i.e. it is calculated as a hypothetical debt, which would arise, if the parameters of the PAYG system did not change. However, the parameters will change over time. Secondly, a radical pension reform carried out with the help of recognition bonds is even worse because this will change the implicit debt into an explicit one.
The estimated costs of transition to a funded system are enormous. If the current pensioners are to receive the same old-age pension as today and if the middle-aged generation is to obtain at least a part of their pensions from the PAYG system, the transition costs hover between one half to a double of GDP (Jelínek, Schneider, 1997) . Although the authors soothingly say that the implicit debt in the PAYG system is even higher, that debt is actually fictitious, while their debt is real.
One can agree with Kreidl (1998) that mechanical preservation of the PAYG system by means of higher taxes completely ignores the effects on the entire economy -tax evasions, unemployment and distortion in the labour market. The result would be that the growth of GDP and wages would be slowed down or stopped. However, his solution to the pension reform using recognition bonds is the more surprising because these bonds would have virtually the same effect because they would have to be redeemed one day.
Whether someone likes it or not, the current young and middle-aged generations cannot disclaim their responsibility for the pension reform. Either they will pay for it through higher taxes today or through higher taxes in the future. The idea that they can get rid of their responsibility or even attain higher pensions is unrealistic. In principle, no pension system reform can solve this basic problem of inter-generation conflict.
Therefore it is difficult to agree with the opinion of Holzmann (1997) that the objective of the pension reform is to carry out a Pareto improvement. A Pareto-efficient change would occur in a situation, in which at least one group could be better off, without no other group being worse off. But this can hardly be achieved due to unfavourable demographic trend, as a result of which all generations will unavoidably be relatively worse off.
Bezdìk (2001) is right in saying that the economical measures in the pension system lead to deterioration of the standard of living of the future pensioners in comparison with the current situation. If the today's middle-aged and young generation want to maintain their standard of living at an older age, they will have to limit their consumption today. If people optimise their consumption in two periods (the productive one and the post-productive one), this will not increase their overall wealth.
Of course, this does not rule out the possibility that specific individuals, who are sufficiently prudent and will save sufficient amount of finances for their pensions, will enjoy, after retirement, the same or even relatively higher pensions than those of their parents. However, on the whole, every generation will have to sacrifice something due to the current crisis of the pension system -they will consume less during the productive period or during retirement. There is no free lunch.
One can agree with the opinion of Schneider (1998) that the ageing of the population will have a negative impact on the economic growth in the following twenty years and that the investments and real wages will be decreasing as a result of taxes necessary for financing pensions. However, his estimate of increase of the economic potential by 0.5% of GDP thanks to the funded system tends to be rather speculative. Even if the funded system were introduced, the economy would bear the costs of demographic ageing.
Therefore the statement of Kotlikoff (1996) on the positive impact of the privatisation of the pension system on the economic growth is disputable. If the reform were accompanied by budget consolidation, he might be right in the long term. However, increase of the indebtedness resulting from the reform will have an opposite effect. The much too short time series do not make it possible to clearly prove the correlation between a pension reform and economic growth.
Although Gramm (1998) also supports privatisation of the pension system, his proposal for the reform is more realistic than the Kotlikoff's one. He does not borrow anything for the transition but introduces a special rate for savings and leaves the social security insurance rate in the USA unchanged beyond the year 2060. Thus, he does not pretend that the young and middle-aged generation will keep their standard of living but approaches the reform more transparently and responsibly.
Pension Reform in the Czech Republic
In the forth section, we will outline the basic model of pension reform in the Czech Republic, as follows from the preceding analysis. We will outline the basic philosophy as well as the specific implementation, which prefers an evolutionary approach rather than a revolutionary one. We base the model on the basic parameters of the new pension system, which are based on the calculations of Bezdìk (2000) updated during the work of the task force for pension reform.
Basic Philosophy
One can obtain financial security for the old age in three ways. Firstly, one can postpone the present consumption and can create private savings (financial deposits, equity shares, bonds and private pensions). Secondly, one can obtain financial security for the old age by begetting and raising responsible children (Loužek, 2004) . When children are young, parents provide them with food, clothes and education. When children grow up, they return the gifts to their parents in the form of financial or material transfers. Thirdly, one can participate in the social security insurance programme.
It is erroneous when the debate on financial security at an old age constantly concentrates merely on the third part. In a free society, this part should not be the dominant, let alone the only source of financial security at an old age. During the following decades, state pensions will be decreasing in all countries, which experience an unfavourable demographic trend. This finding is valid regardless of the type of a pension reform, which a country undergoes.
Through the transition process in the first half of 1990s, a pension system based on two pillars was created: the mandatory pension insurance system, in which the principle of social solidarity is applied and which is financed on the pay-as-you-go basis; and a voluntary supplementary pension insurance with a state contribution, which is designed as an individual savings scheme and which is based on capital financing.
In recent years, a task force was formed at the Czech Ministry of Finance, that calculated the pension system balance according to the alternatives presented by political parties. The opinion that the pension system needs to be reformed has prevailed among the democratic political parties. However, the proposals of individual parties vary. While the Civic Democratic Party presented a concept of equal pensions (flat state pension), the Czech Social Democratic Party recommends the Swedish model with fictitious accounts.
The Swedish model with fictitious accounts, which links the disbursed pensions more strongly to the paid contributions, is rather a cosmetic change. Although this change is a move towards a more targeted nature of the system, there is the question why people should pay their contributions to the PAYG system and not directly to private funds. The PAYG system should ensure solidarity; a voluntary savings scheme should, conversely, take into account the incomes and performance of the payer (see Mach, 2005) .
Many authors call for privatisation of the pension system. However, it is necessary to decide whether we should privatise it completely or partly. Complete privatisation, which would mean the loss of any subsistence minimum guaranteed by the state, is hardly imaginable. It is not probable that people in Central Europe or in the West would be willing to make such a radical change of thinking. Therefore, gradual privatisation seems to be an option in the Czech Republic of the present times.
Reducing the dependence of citizens on the state, which was excessive in the past and still is, remains to be the idea behind the reform. The role of the state has changed in comparison with the previous regime and needs to be defined more precisely. It is necessary to create opportunities for people to address their welfare problems, situations and events with their own forces and activities. On the other hand, the state should intervene in those cases where a citizens cannot cope with their situation with their own forces or with the forces of their family.
For a longer time, most OECD countries have had a two-pillar pension system, which consists of the governmental PAYG system and private, voluntary pension plans. Private pension funds have a long tradition in most OECD countries, but they operate on a strictly voluntary basis. Recommendations of the World Bank concerning a three-pillar system are disputable. Thus, a combination of a state pension and a private savings scheme remains to be the model.
The idea that people should diversify their pension portfolios in order not to rely solely on the state pillar is correct. However, one cannot agree with the opinion that contribution of savings to pension funds should be mandatory. The state should guarantee financial security at an old age to the degree to which this is a public interest. To the degree to which this is a private interest, every individual must take care of this on their own. However, mandatory contributions to private pension funds are philosophically inconsistent.
Evolutionary Concept
Implementation of a pension revolution is only meaningful if there has been a change in the social-political factors influencing the pension system. Since we do not expect such a strong change in the preferences of the majority of the Czech Republic's population, we offer a gradual and not radical transformation of the pension system. Such a proposal is not meaningful only from economic point of view but it is even more politically viable.
It is premature to reject the PAYG system. The PAYG systems are sensitive to changes of parameters -the pension/wage ratio, the pension insurance rate and the age of retirement. One can agree with Chand and Jaeger (1996) that even the most desperate cases can be balanced through a combination of changes in the parameters of the PAYG system. The Czech Republic should take advantage of a unique opportunity and should be gradually decreasing the state pension/wage ratio over the period of a decade. The table shows that gradual decrease of the state pension/average wage has been a real process for more then fifteen years. Thus, it should be no tragedy if this ratio continued to decrease down to 30% in 2030 or 20% in 2050. This gradual decrease of the weight of the PAYG system can be ensured by indexing pensions according to prices and not according to the trend in nominal wages (see Holman, 2002) .
Increasing pensions according to prices is not tragedy. Full wage indexation can be found virtually nowhere around the world. In practice, pensions are increased according to prices or according to a combination of prices and wages. This passive approach can relieve the Czech pension system of much of the burden. At the same time, it is necessary to encourage citizens to accumulate savings for an old age. Citizens should know that if they do not save for an old age, their standard of living will only be at the level of the subsistence minimum.
This evolutionary and not revolutionary solution to the pension system crisis is a compromise between two extremes: doing nothing and sinking into ever deeper deficits; or carrying out a radical reform with the same consequence. If no radical change in the political preferences of the population occurs in the short and medium terms (which is not probable), it is possible to reach at least a consensus on the following compromise: to keep changing the parameters of the PAYG system with the purpose of gradually decreasing its significance for the financial security at an old age.
Of course, it is necessary to continue to seek opportunities for economies within the existing system. For example, the concurrence of pensions and income from work is a problematic issue. Cancellation of widow's and widower's pensions, which seem to be obsolete in the present times -especially due to the fact that the surviving partner inherits the private pension savings of the other partner -is worth considering. More than 30% of pension benefits come from other areas than old-age pension. It is necessary to limit early retirements.
It is necessary to continue to increase the age limit for men and women up to 65 years and perhaps to an even higher age even after the year 2007. When the American pension system sunk into a crisis in 1970s, the government increased the age of retirement from 65 to 67 years. Today, there are proposals in the USA to change the age of retirement to up to 70 years. In the Czech Republic, too, the lifespan constantly increases, which indicates that people at an older age are healthier and perform better than in the past.
The contribution to the social security insurance would remain at the present level (but without additional debts coming into being). If the PAYG system were being balanced by increasing the pension insurance rate, this would contribute to higher unemployment. Further increase of the pension insurance rate would weaken the stimuli for investments, would bring about distortions in the labour market and would slow down the economic growth.
However, on the other hand, our proposal does not involve further decrease of the contributions to the social security insurance, however likeable the concept of contracting-out, where the first part of the pension system goes to the state pension system and the second half goes to private accounts, may seem to be. The objection to this solution is not fundamental but the debt financing of this operation is refused. If a decrease in pension insurance is to be offset by future higher taxes, then such a decrease is meaningless.
The suggested reform is based on a new "inter-generation contract": the older generation will have somewhat lower relative pensions than the preceding generation and the middle-aged and young generations will limit their consumptions in their productive age (either because of higher taxes or because they will be contributing their savings to private funds). Ultimately, the costs of ageing, which are burdening the pension system, will be distributed among the older, middle-aged and younger generations.
It follows from the calculations of the pension reform task force (www.reformaduchodu.cz) that prolongation of the age of retirement for men and women to 65 years alone would mitigate the implicit debt in the PAYG system by the year 2100 in the amount of 250% GDP by 100% GDP. Indexing the pensions according to prices would also reduce the implicit deficit by 100% GDP by the year 2100, while retaining the pension/average wage ratio at a fairly favourable level of 35% by the year 2100.
This means that through a combination of these two methods, it is possible to eliminate the accumulated deficit of the pension system to 50% GDP by the year 2100. This deficit is not insignificant; nevertheless, in the context of other numbers, it is not astronomical. It can be reduced or completely eliminated by gradual decrease of the pension/wage ratio -for example down to 30%. And there is still a safety margin based on the possibility to further increase the age of retirement above 65 years.
Privatisation of the pension system is inspirational but it should not take place at the cost of indebting the future or current generations. Mere transformation of an implicit debt into an explicit one will disconcert investors. In the implementation of a pension reform, it is therefore better to prefer the strategy of budget consolidation (instead of debt financing), which is the only method that can increase private savings and support economic growth.
Conclusion
The pension system in many countries has sunk into a grave crisis. Its bankruptcy would be a tragedy, not dissimilar to the one experienced during the Great Depression. Holding a belief that with the existing PAYG system people could live to see similarly high pensions as were the ones of the generation of our parents would be irresponsible. However, it is equally irresponsible to imagine that the funded system will eliminate the inter-generation conflict we are facing.
According to the Aaron's rule, the implementation of a funded system should be more advantageous, if the return on private pension funds is higher than the sum of the population growth rate and the growth rate of average wages. However, the application of this rule in practice is more difficult because there are no zero costs of the transition between the two systems. The costs of demographic ageing will impact the productive and non-productive generations -regardless of the type of the pension system.
At present, the political debate about the pension reform is dominated by approaches, which may be politically in conflict, but they have one thing in common: they address the pension system by means of indebtedness. One part of the political spectrum is too lax as concerns the modifications to the parameters of the PAYG system, consequently plunging the system into a deep deficit. The second part prefers a radical reform, which, however, would also be financed by increasing the state debt.
The article has shown that both solutions hide serious pitfalls. The real reform should be budget-neutral, i.e. it should not generate any new budget deficits -whether explicit or implicit ones. Therefore it should be gradually modifying the parameters of the PAYG system. At present, increasing the age of retirement and decreasing the average pension/wage ratio seems to be an option.
